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Management of Capital Distributions Under the
Revenue Act of 1936 *
By Norman L. McLaren

The new tax on the undistributed profits of corporations, em
bodied in the revenue act of 1936, is unique in the history of the
United States or any other civilized country. As it is not appro
priate to consider here the political or economic aspects of the
innovation, the succeeding discussion will be confined to an
analysis of the effect of the new tax upon corporations and their
stockholders. It may be mentioned in passing, however, that
members of congress who voted for the measure without reading
it can be classified only as nincompoops, while those who voted for
the bill after reading it must be characterized definitely as
“incomepoops.”
It is important to note at the outset that the discussion which
follows is based largely on theory and not practice. Many of the
problems with which taxpayers are non-concerned will undoubt
edly remain unsolved until they are passed upon by the courts,
barring the possibility that the pertinent sections of the act may
be repealed or amended before any returns are made thereunder.
The statutory provisions relating to the corporate surtax are
contained in section 14, and amplified in sections 26 and 27 of the
act. On August 10, 1936, the treasury department issued reg
ulations which present its interpretation of the new provisions.**
They are necessarily brief and incomplete, as there are no pre
cedents to guide the administrative officials. As most account
ants have had occasion to read the regulations no attempt will
be made to analyze them in detail, but merely to comment upon
some of the questions which they raise.
Importance of accurate determination of taxable net income.
Practically all corporations of substantial size are faced each year
with the necessity of accounting for items of income and expense
whose taxability or deductibility is doubtful. In such instances
the correct treatment is more often than not a matter of opinion.
The decision of the taxpayer with respect to the proper treatment
of such doubtful items is subject to challenge by administrative
officials, and frequently deductions are contested in their entirety
* An address before the American Institute of Accountants at Dallas, Texas, October, 22,1936
**T. D. 4674, I. R. XB. V-32, August 10, 1936.
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or items of income and expense are shifted from one year to
another upon audit of the tax return.
It must be borne in mind that the dividends-paid credit can not
be taken unless the dividend payments are made before the close
of the year. It is virtually impossible for a corporation of any
size to determine its net income accurately until well after the
close of the year; the complexities which would result if no relief
were granted in such cases were recognized by the American
Institute of Accountants while the 1936 act was in the formative
stage. A brief filed with the senate finance committee by V. H.
Stempf, chairman of the committee on federal taxation of the
Institute, states our case admirably as follows:
“Subsequent revision of adjusted net income by the treasury
department may have a fatal effect upon the financial condition
of a corporation by reason of irrevocable actions, in respect of
dividends or otherwise, taken by the management on the basis of
‘adjusted net income’ originally determined in good faith. . . .
With a steeply graduated tax, measured not by the full amount of
the income but by the residuum undistributed, the importance of
reallocations and the probabilities of injustice arising therefrom
will be greatly increased.
“As examples of items of income or expense, the allocation of
which is frequently challenged by the treasury department, there
may be cited income which has been the subject of litigation,
losses from bad debts or worthless investments, depreciation,
additional assessments of state franchise tax, claims paid as a
result of litigation, etc.” *

Despite this protest and others filed on behalf of other repre
sentative groups, the bill, as finally enacted, fails to provide relief
from these inequities. Accordingly, corporations face the un
happy alternative of accounting for doubtful items in the current
year with no assurance that the return will be accepted, or holding
them in suspense with the possibility that the subsequent returns
in which they appear will be challenged. If the former course is
followed, the disallowance in the first year of a doubtful deduction,
or the addition to income of a questionable item, may result in
the levying of an excessive corporate surtax on the first year’s
income. On the other hand, if a deduction is not claimed in the
first year, examining officers may contend that it is not allowable
in a later year. This is very likely to involve an increased cor* Brief of American Institute of Accountants appearing at page 607 of printed transcript of
hearings before senate finance committee on H. R. 12395. See also statements of H. B. Fernald
and E. C. Alvord, appearing in the same document at pages 238 and 283, respectively.
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porate surtax for the year in which the deduction is disallowed.
Moreover, by the time the later year’s return is examined, the
statute of limitations on refunds may have run against the tax
payer, so that recovery of taxes overpaid in earlier years will be
barred. Ordinarily, however, the inclusion of a doubtful item of
income in the first year’s return will not lead to such inequitable
results because of the dividend carry-over provision of the
statute.*
Careful thought should be given to the status of every doubtful
item, and if the amount involved is large it will be advisable
frequently to distribute practically all the earnings of the year,
or even more than book income if the accumulated surplus will
permit, in order that a subsequent disallowance of a deduction or
an addition to income will not result in heavy corporate surtaxes.
The existence of doubtful items may well be the determining
factor in connection with the establishment of dividend policies.
Other factors entering into the determination of the most appro
priate amount of dividend declarations will be considered later.
Computation of adjusted net income. The term “adjusted net
income” is defined as the net income for normal tax purposes
minus the sum of the normal tax and the credit for interest on
partly taxable obligations of the United States and government
corporations, and plus the credit allowed for normal tax purposes
of 85 per cent. of dividends received. Thus all dividends received
are included in the amount subject to the corporate surtax.
Special credits are provided in the case of certain holding company
affiliates and national mortgage associations.** All these deduc
tions are readily ascertainable and require no further explanation.
Computation of undistributed net income. After the adjusted
net income has been determined, two additional eliminations must
be made in computing the undistributed net income subject to
the graduated surtax. These allowances embrace amounts
applied to certain contractual obligations and to dividend dis
tributions.
The act recognizes two types of restrictions upon dividend
payments: (1) Restrictions arising from contracts executed prior
to May 1, 1936, which prohibit or limit the payment of dividends
* Under section 27 (b) of the revenue act of 1936, there is allowed as part of the dividends paid
credit in any year, dividends paid during the preceding two years to the extent not needed as
credits in such preceding years, except that no such credit is allowed for dividends paid prior to
the effective date of the act. Thus the subsequent transfer of income from the first to the second
year’s return will provide a credit in the first year which may be applied against the income of
the second or third year.
** Rev. act of 1936, sec. 14 (a) (1).
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during the taxable year, and (2) restrictions which require the
payment or irrevocable setting aside of a specified portion of the
earnings or profits of the taxable year for the discharge of a debt
incurred on or before April 30, 1936. The statute provides that
if dividend payments are restricted by two or more contractual
obligations, only the largest of the credits computed with respect
to each of such restrictions, and not their sum, shall be allowed.
Restrictions on the payment of dividends are not recognized
unless embodied in a written contract executed by the corporation
prior to May 1, 1936. Many states prohibit by statute the pay
ment of dividends from current earnings where the corporation
has a deficit because of prior years’ operating losses. Under the
regulations, no recognition is given to such restrictions, and the
regulations further state that the charter of a corporation does not
constitute a written contract within the meaning of the act.
*
It
is a virtual certainty that these points will be challenged in the
courts.
Corporations which had a net deficit at January 1, 1936, may
well consider the advisability of scaling down the capital stock
sufficiently to eliminate such deficits. Likewise, companies which
are restrained from making dividend payments because of provi
sions in security indentures or other contracts of a type that may
not assure the credit relating to restrictive contracts, may find it
less expensive to refund outstanding obligations or to arrange for
the modification of existing contracts than to pay the corporate
surtax on undistributed profits.
The first official example reproduced in article 26-3 of the
regulations may be misunderstood in one particular. It seems to
imply that, even if amounts are restricted from distribution by a
recognized contract, no credit is allowable if a surplus exists at the
beginning of the year. Obviously this should apply only to “free
surplus” existing at the beginning of the year, and not to surplus
accumulated in the past by operation of any restrictive contract.
In another important respect the commissioner has taken a
position that will make it impossible for most corporations to
derive any benefits from contracts restricting the payment of
dividends, by holding that the contract will not be recognized if it
does not preclude the payment of dividends in a form other than
cash, such as stocks or bonds.
**
This limitation appears to be
* T. D. 4674, supra, art. 26-3.
** T. D. 4674, supra, art. 23-3 (b).
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wholly unwarranted. The house draft of the bill did not deal
separately with the restriction on dividend payments and con
tracts requiring the retirement of indebtedness from earnings.
The senate finance committee report on the bill explained as
follows the changes which it recommended in that part of section
26 which related to contracts restricting the payment of dividends:
“This credit is in principle similar to a relief provision in the
house bill for the purpose of the undistributed-profits tax im
posed by that bill.” *
The finance committee’s statement is significant in that it
expresses congressional intent to afford relief where the payment
of dividends is restricted by contract. Cases are rare in which
agreements between corporations and creditors preclude the pay
ment of dividends in corporate stock or other securities of the
debtor. If the commissioner’s interpretation is upheld, the relief
afforded by the section will be so limited as to render the provision
virtually meaningless. Accordingly, it is not unreasonable to
expect that the courts will reverse the commissioner’s ruling.
Disposition of profits of taxable year. The act permits as a
credit against the earnings subject to surtax amounts actually
paid or set aside within the taxable year for the discharge of debts,
if such payment or setting aside is required under the terms of a
written contract executed by the corporation prior to May 1,
1936. The credit, however, is subject to the condition that the
written contract must contain a provision dealing expressly with
the disposition of earnings and profits of the taxable year.
Let us turn our attention to the commissioner’s regulations to
determine whether effect has been given to the intent of congress.
The new regulations prescribe that the credit for withheld earnings
is only applicable where the contract specifically deals with the
retirement of indebtedness from net income.**
The ruling that the remedial clause does not apply to payments
into a sinking fund for the retirement of bonds on the basis of
timber cut or coal mined, nor to contractual obligations which
provide for debt retirement according to percentages of gross sales
or gross income, fails to give recognition to the broad purposes of
the section. Whether payments of this character are based on
gross earnings or profits, or on net income, is usually fortuitous.
Moreover, debt retirements on the basis of gross sales or gross
* Report of senate finance committee on revenue bill of 1936, page 15.
** T. D. 4674, supra, Art. 26-3 (c).
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income necessarily imply income and profits, and this implication
is borne out in all cases in which the pertinent provision of the
act has any practical application, because the tax on undis
tributed profits is assessable only in years in which net earnings
are actually realized. A different situation is presented where a
contract provides for the retirement of securities or the mainte
nance of a sinking fund without reference to the operating
activities of the debtor corporation, because the relief provision is
limited in its application to situations in which the contract with
the creditor deals with the disposition of earnings and profits.
The commissioner’s position with respect to certain additional
phases of this subject appears to be correct. Amounts paid into
or set aside for a sinking fund to retire the preferred stock of a
corporation do not give rise to a credit because they do not relate
to corporate debts. Similarly, bonds issued after April 30, 1936,
to refund a pre-existing issue do not represent debts incurred
before April 30, 1936, within the meaning of the act.
Constitutional aspects. A word is appropriate with respect to
the situation which will be presented if the commissioner’s inter
pretation of congressional intent is upheld. In such event, grave
doubts will be raised as to the constitutionality of sections 26 (c)
(1) and 26 (c) (2) of the statute. Taxpayers who are adversely
affected by the commissioner’s interpretation should follow the
situation closely and file timely refund claims in the event that
the status of these sections has not been judicially determined
before the expiration of the statute of limitations.
Corporation credit for dividends paid. The final adjustment of a
corporation in determining undistributed net income subject to
the surtax relates to the credit for dividends paid.
The commissioner’s interpretation of the pertinent section of
the act * is for the most part clear and equitable. The salient
points may be summarized as follows:
1. The position assumed by the commissioner that corporations
are not entitled to the dividend credit unless dividend payments
are made before the close of the year, or dividend cheques mailed
to reach stockholders before the close of the year in the ordinary
handling of the mails, finds justification in the legislative history
of the act. Similarly, the requirement that dividends paid in
stock or other corporate securities must be delivered to or regis
tered in the name of the shareholders appears proper. If a
* T. D. 4674, supra, part IV.
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corporation, instead of paying the dividend directly to the share
holder, credits on its books the account of the shareholder with the
amount of the dividend, the dividends-paid credit will be allowed
if the corporation can show that such crediting constituted actual
payment during the proper year. However, it would appear de
sirable for the corporation to make actual payments in one of
the forms permitted by the statute, in order to eliminate any
doubt.
2. The only significance of the dividend carry-over provision is
that corporations which pay greater dividends than are required
to eliminate the surtax will be entitled to carry forward the excess
amount as a credit which may be utilized in the two succeeding
taxable years. Where such excess dividends are paid, however,
it should be remembered that, if the corporate surtax is repealed
in the near future, the excess dividends will be of no benefit in
computing future taxes. Dividends paid before January 1, 1936,
may not be so carried forward as a dividends-paid credit.
3. The credit with respect to dividends paid in property is
measured by the adjusted basis of the property in the hands of the
corporation, or its fair market value at the date of distribution,
whichever is the lower. This provision is inequitable but scarcely
open to challenge. The regulations provide that dividends paid
in treasury stock constitute property dividends, unless the pre
sumption is overcome that such stock has been held by the corpo
ration as an investment,* and thus the credit allowed for such
dividends would be the lower of their cost or fair market value.
This ruling is predicated upon a statutory provision which pre
scribes that the dividends-paid credit is allowable if a dividend is
paid in “stock of the corporation held by the corporation as an
investment.” ** But in the event that but one class of stock is
outstanding at the time that a dividend is paid in treasury stock,
the equities of the individual stockholders are not changed by the
distribution and accordingly no taxable income appears to accrue
to them. Until this point is clarified, corporations are advised
against paying dividends in treasury stock.
4. Dividends paid in obligations of the corporation, other than
in stock, establish a credit to the extent of the face value of the
obligations or their fair market value at the date of issuance,
*Article 27-3 of T. D. 4674, supra, reads in part: “Unless shown to the contrary, shares of
capital stock once issued but thereafter acquired by the corporation in any manner whatsoever,
but not retired, shall be deemed to be held by the corporation as an investment.”
** Rev. act of 1936, sec. 27 (c).
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whichever is lower. In the event that the fair market value is
less than the face value, a second dividend credit, measured by
the excess of the redemption price over the previously allowed
credit, is allowable at the time the obligations are redeemed by
repurchase, retirement or cancellation. The term “obligations,”
as defined in the regulations, means any legal liability, regardless
of when incurred, to pay a fixed or determinable sum of money,
evidenced in writing executed by the corporation,
*
but it does not
include any liability as an endorser, guarantor or surety.
5. Credit is allowed for stock dividends or stock rights which
are taxable in the hands of the recipients.
6. The regulations provide in general that the credit is allow
able for distributions in liquidation to the extent that such
distributions represent taxable income in the hands of the share
holder. Conversely, tax-free distributions to stockholders in
transactions such as reorganizations and mergers in which no gain
or loss is recognized, do not give rise to a dividends-paid credit.
An exception is made, however, if the earnings of a corporation
shall have become the earnings of another corporation as a result
of a merger or consolidation which has occurred during the taxable
year. Here any dividends paid by the transferee corporation
subsequent to the consummation of such transaction may, with
the approval of the commissioner, be apportioned between the
transferor corporation and the transferee corporation, and the
portion allowed to the transferor corporation may be used only in
the computation of the dividends-paid credit of such transferor
corporation. As the regulations provide that the allocation is
subject to approval upon the commissioner’s review of the returns,
conservative taxpayers will prefer, wherever possible, to pay the
accumulated earnings of the current year in dividends before the
merger or consolidation is effected.
7. The dividend credit is not allowable unless all stockholders
of the same class are treated alike in every respect. The regula
tions provide that not only must the same amount per share be
paid to each stockholder of the same class, but the dividend must
be payable to all stockholders of the same class at the same time.
The provision is not of practical importance, except in the case
of the cancellation of part of a corporation’s stock in circum
stances which render it essentially equivalent to a taxable
dividend or where excessive salary payments are held to be
* T. D. 4674, supra, art. 27-4.
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subject to tax in the same manner as dividends.* In such cases
the payments are not allowed as dividends-paid credits.
8. The fact that any recipient of a taxable distribution is not
subject to income tax thereon because the payee is an organiza
tion exempt from tax, does not operate to reduce the dividend
credit by amounts paid to such a stockholder.
9. The statute provides that if any part of a distribution is not
taxable in the hands of such shareholders as are subject to income
taxation under the act, a dividends-paid credit is not allowable
with respect to such amounts. This limitation is sufficiently
important to warrant careful consideration.
Contingent reduction of dividend credit. It has been observed
that the treasury regulations interpreting the sections of the act
which deal with the tax on undistributed profits were necessarily
incomplete because of the lack of precedents. It is virtually
certain that, as specific cases are construed by the internal
revenue bureau, changes in the present regulations will be re
quired. One of the most troublesome problems that may be
anticipated in this regard arises by reason of the statutory
provision just mentioned which denies corporations the dividendspaid credit for any part of distributions to stockholders which is
not taxable in the stockholders’ hands. The regulations make it
clear that the treasury will deny the credit to the extent that
stockholders subject to tax do not receive taxable income for the
period in which the distribution is made.
Let us consider the situation arising from a distribution of
treasury stock. Assume that, relying on the commissioner’s
ruling that such distributions result in a dividend credit, a corpo
ration distributes stock dividends from this source before the close
of the taxable year, and notifies its stockholders that under the
regulations of the treasury department the distribution consti
tutes a dividends-paid credit to the corporation and a taxable
dividend in the hands of the shareholders. It is reasonable to
suppose that the counselors of many taxpayers will advise their
clients that in view of the doubtful status of such dividends and
the treasury’s previous treatment of distributions of this char
acter, the recipients should not report the dividend as taxable in
their returns. Obviously, a most perplexing administrative
problem will arise in these circumstances. Upon audit of the
returns of the stockholders the issue will be joined, and the com
* Reg. 86, art. 15-9.
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missioner will be required to assert a deficiency, after which the
taxpayer may take his case to the board of tax appeals. In the
interim, however, the statute of limitations will be running against
the government. In line with past practice the bureau may deem
it advisable to make jeopardy assessments or to suggest that the
corporation file waivers of the statute of limitations. The tax
payer who has litigated the issue may be the ultimate victor.
What then of the position of the corporation and the other stock
holders? Again consider the case of a stockholder who reports a
doubtful distribution as taxable income in his original return and
defers the filing of a refund claim until the statute of limitations
has almost run against the collection of additional tax from the
corporation. What is the position of the government in these
circumstances?
I will not attempt to answer these questions. They have
merely been propounded to demonstrate the advisability of mak
ing dividend distributions in a form which clearly represents
taxable income in the hands of the recipient. Corporate execu
tives who follow any other course are borrowing trouble.
Source of dividend distributions. The act provides that every
distribution is made out of earnings or profits to the extent thereof
and from the most recently accumulated earnings or profits. Any
earnings or increase in value of property which had accrued before
March 1, 1913, may be distributed exempt from tax. When all
earnings accumulated after February 28, 1913, have been declared
as dividends, further distributions are tax exempt and shall be
applied against and reduce the adjusted basis of the stock.
*
There appears to be no doubt that the term “earnings and
profits’’ as used in the foregoing section includes taxable as well as
non-taxable gains and deductible and non-deductible expenses,
rather than net accumulations of taxable income since February
28, 1913.
**
The distinction may be of importance where cor
porations with little or no surplus fail to maintain current ac
counting records in accordance with accepted principles.
Dividend distributions in other than cash or tangible property.
Where corporations seeking to guard against excessive surtaxes
on undistributed profits are not in a position to make the required
distributions in cash or in kind, several options are available.
Privately owned corporations are naturally in a more favored
*Rev. act of 1936, sec. 115 (b).
** An interesting discussion of the status of dividend distributions made from exempt income
is contained in Cummings v. Comm., 73 Fed. (2d) 477; see also May v. Comm., 20 B. T. A. 282.
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position, because the nature of the distribution can be determined
by the requirements of the individual stockholders. Here funds
may be borrowed for the payment of a cash dividend, followed, if
necessary, by an assessment on the stock. Notes of various types
may be issued, or optional dividends may be declared. If a
single class of stock is outstanding, it is doubtful if the issuance of
a stock dividend or stock rights will answer the purpose unless as
part of an optional dividend.
Publicly-owned companies are faced with a more difficult
problem, not only because of the inability of the management to
consider the individual needs of a large number of stockholders,
but by reason of the accounting and mechanical problems which
will arise. However, the management of all corporations subject
to the tax should take every precaution to insure that the dis
tribution will in fact result in the allowance of the statutory
dividends-paid credit.
Certain types of stock dividends and stock rights will give rise
to the credit; others will not. The new revenue act provides that
“in the case of a stock dividend or stock right which is a taxable
dividend in the hands of shareholders under section 115 (f), the
dividends-paid credit with respect thereto shall be the fair market
value of the stock or the stock right at the time of payment.” *
The status of stock dividends and stock rights in the hands of
shareholders will be analyzed later.
It is evident that in all cases the dividends-paid credit is allow
able if the distribution is made in bonds, debentures or notes.
Optional dividends payable in cash or stock at the election of the
recipients carry the dividends-paid credit,
**
even though the pay
ment of the dividends in stock (without the election) might not
constitute taxable income to the shareholders and would therefore
not result in a dividends-paid credit. *** Its should be borne in mind,
however, that the future of the corporate surtax is entirely uncer
tain. There is reason to believe that if it is not repealed in the
forthcoming session of congress, it may be amended in many
important particulars. Consequently, the directors of corpora
tions should approach the problem, not with a view to adopting
fixed policies, but rather as a matter of expediency.
* Rev. act of 1936, sec. 27 (e).
** Note 15, supra.
*** Section 113-4, revenue act of 1936. The securities and exchange commission has ruled
that the issuance of securities incidental to the offer of an optional dividend does not constitute a
sale which requires registration under the securities act of 1933, as amended, unless there is an
underwriting involved. (See opinion of John J. Burns, general counsel, securities and exchange
commission release No. 929, Prentice-Hall federal securities service, paragraph 7125.)
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It has been suggested that three safe forms of dividend distribu
tion which may be utilized in lieu of payments in cash or property
are:
(1) The payment of stock dividends or the issuance of stock
rights which change the proportionate interest of stock
holders in the corporation;
(2) The payment in notes or other obligations of the corpora
tion.
(3) The declaration of an optional dividend.
The first form is probably available only where more than one
class of stock is outstanding. Until the situation is clarified, such
distributions should be avoided if it is practical to follow the
second or third method. Interesting possibilities are presented,
however, in the issuance of stock rights to subscribe to securities
which have appreciated in value in the hands of the taxpayer
corporation. In these circumstances there may be offered to
stockholders the right to subscribe to such securities at a price
substantially below their market value. Under section 115 (f)
of the act the difference between the subscription price and the fair
market value of the securities would appear to constitute a taxable
stock right equivalent to a dividend.
*
It would likewise appear
that the dividends-paid credit allowable to the corporation in
these circumstances by section 27 (e) is based on the full value of
the rights. It is conceivable, however, that the commissioner
might attempt to apply the limitations applicable to dividends in
kind, though such treatment appears illogical. The plan has two
advantages: it minimizes the tax liability of the issuing corpora
tion by eliminating the corporate tax which would be payable if
the securities were first sold at a profit and their proceeds distrib
uted to the taxpayers; and it assures cash realization to stock
holders who have need for funds for the payment of taxes.
A distribution in the form of notes appears to offer the most
satisfactory solution in many cases because of its simplicity.
Legal and accounting expense will be minimized, as no change in
the capital structure will be required, and the corporation will be
in a position to await developments for another year, by which
time the situation should be clarified by legislative changes and
otherwise.
Where dividends are paid in corporate notes, no requirement
exists as to minimum interest payments nor as to maturity. Thus
* Metcalfs Estate v. Comm., 32 Fed. (2d) 192.

345

The Journal of Accountancy

there may be issued notes payable on demand or with any desired
maturity, bearing a nominal rate of interest or none at all. It is
important to note, however, that the dividends-paid credit is lim
ited to the face value of the obligations or their fair market value
at the date of issuance, whichever is lower. Accordingly, it
appears advisable to provide a rate of interest sufficiently high to
offset any discount factor which might operate to reduce the
market value of such obligations.
Other considerations will enter into the selection of the type of
distributions if there are numerous stockholders, particularly if
the stock is listed on an exchange. * Where notes are issued with
a fixed maturity it will be essential to make the interest rate suffi
ciently attractive so that the notes will be worth par in the open
market. Moreover, directors should take into consideration the
psychological effect upon the stockholders of the payment of a
taxable dividend which neither can be converted readily into cash
at face value nor bears a high enough rate of interest to constitute
an attractive investment. If a company’s cash requirements are
such that any impairment of its current position will be disad
vantageous, it will be found advisable to provide for a maturity of
such notes of two years or more.
In view of the possibility that the company will wish to retire
notes before maturity, provision should be made for calling the
obligations at not less than par and accrued interest at any time.
Directors who are considering this type of distribution should also
have in mind the possibility that some or all of the stockholders
will be willing to convert the notes into stock on reasonable terms,
if at a later date this procedure appears to be in the best interests
of the company. Should the stock be actively traded in on an
exchange or “over the counter,” it is probable that substantial
blocks, of which a portion may be in “odd lots,” will be held in
the name of brokers for the account of customers. Here the
delivery to each broker of a single note covering the dividend on
stock held for customers would result in confusion and the pos
sibility of a forced sale of the note. Consequently, the issuing
corporation should specify in the letter of transmittal that the
note or notes will be converted into notes of a smaller denomina
tion upon the request of the recipient. Upon delivery of notes of
* Attention should be given to the fact that if additional stock is issued, new shares must be
registered with the securities and exchange commission and the appropriate exchange, pursuant
to the securities exchange act of 1934, although stock dividends have been ruled to be exempt
from registration under the securities act of 1933, as amended. See note 29, supra.
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smaller denomination the broker can endorse them to his cus
tomers or hold them in marginal accounts according to the exi
gencies of the situation.
As an alternative the dividend may be made payable in notes or
cash at the option of the stockholder, thus establishing the value
of the notes at par at the time of issuance regardless of the interest
rate. This plan may be utilized effectively when the owners of a
large percentage of the stock agree in advance that they will not
exercise the option to receive cash. As most small stockholders
will wish to receive cash, the plan offers the additional advantage
of eliminating the expense incident to the issuance of such notes
as will be cash immediately.
Optional stock dividends. Many corporations have decided to
declare “optional dividends” payable in cash or stock at the will
of the stockholders. A distribution of this character, if the dis
crepancy between the cash offer and the present market value of
the stock were immaterial, would establish that the dividend
stock was worth the stated value at the time of issuance. This
plan will be particularly effective in the case of listed stocks.
However, it involves a greater expense than the issuance of notes,
and it may complicate the capital structure. But this possibility
should be considered: Regardless of the terms of the act the courts
may hold that, if all the stockholders elect to take stock rather
than cash, optional distributions are a non-taxable dividend upon
which the dividends-paid credit is not allowable. * Doubts can
be eliminated if the cash option is exercised as to a reasonably
large amount of the total involved.
Control of the tax on undistributed profits. As any tax paid by a
corporation is an indirect charge upon each stockholder to the
extent of his pro-rata interest in the corporation, the most econom
ical management of over-all taxes will be that which will involve
the smallest combined tax liability to the corporation and its
shareholders. A different approach to the problem is required in
the case of privately-owned as compared with publicly-owned
corporations.
Privately-owned corporations. Privately-owned companies with
a limited number of shareholders whose individual tax problems
are known to the management are in a position to determine
dividend policies with due regard to the interests of all the stock
* An extensive discussion of optional dividends is contained in Paper v. Comm., 29 B. T. A.
523. See also Wood v. Comm., 29 B. T. A. 739.
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holders. If practically all the corporate stock is owned by one
person, the problem offers fewer complexities. The first con
sideration is whether, over a reasonable period, benefits will accrue
to the owner if any portion of the earnings is withheld from dis
tribution. It is self-evident that if by reason of deductible losses
or low income from all sources, coupled with small corporate
earnings for the current period, the maximum combined federal
and state tax rates applicable to the individual income would be
less than 7 per cent. (the rate of corporate surtax in the lowest
bracket), the current year’s taxes will be minimized if all the
corporate earnings are distributed before the close of the year.
Additional factors must be analyzed if any portion of the income
of the sole stockholder is taxable at a rate between 7 per cent. and
27 per cent.
The first step in the development of a dividend policy is the
computation of aggregate corporate and individual taxes which
would be incurred with distributions of varying amounts. How
ever, distributions which will result in the lowest combined tax in
the first year will not always be advisable. It will be preferable
in some instances to distribute the major portion of current earn
ings, even if a larger aggregate tax is entailed, in order to provide
leeway in future years for accumulations which will not be subject
to tax as “improper accumulations of surplus” under section 102
of the act. This is particularly true if increased earnings are
expected in later years, but another course may be advisable
if circumstances are different. For instance, since section 102 of
the revenue act of 1936, which imposes the surtax on improper
accumulations of surplus, provides that prima-facie evidence of
intent to avoid surtax on shareholders is evidenced by “the fact
that any corporation . . . (permits) . . . earnings or profits
. . . to accumulate beyond the reasonable needs of the business,”
it is easily seen that a presumption might arise in many cases
where the corporation did not in fact intend to accumulate sur
plus. If a corporation, to escape the current year’s surtax on
undistributed profits, abandoned a former policy of retaining a
reasonable amount of its earnings and paid out as dividends its
entire year’s income, it might be attacked under section 102 in
later years if the corporate surtax on undistributed profits were to
be repealed and the company returned to its original policy of
retaining an appreciable amount of earnings. It might be con
tended that since the corporation could pay out all its profits in
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one year, the retention of substantial earnings in later years
established an intent ‘‘to avoid surtax upon shareholders.’’ How
ever, if the dividends were not paid in cash this reasoning would
not be applicable. Accordingly, distributions in the stated cir
cumstances should be made in a form other than cash.
It will be found that when the income of a sole stockholder from
all sources reaches approximately $38,000, after the credit for
personal exemption and dependents, any additional distributions
by the wholly owned corporation will increase the combined
federal tax liability of the stockholder and the corporation. This
is true because the corporate surtax in the highest bracket is 27
per cent., and the federal individual tax on sums in excess of
$38,000 is greater than 27 per cent. If state income-tax levies
are applicable to the distributions, the stated amount will be
correspondingly lower. These factors are of course only two of
the many which must be considered.
It is to be emphasized at this point that the payment of the
corporate surtax in no wise reduces the tax liability of the stock
holder upon the subsequent distribution of the earnings on which
the surtax is based, except so far as later dividend distributions
will be reduced to the extent of the surtax paid. Consequently
the retention by the corporation of all current earnings, after the
income of the sole stockholder for the current year reaches, say,
$38,000, will involve an unnecessary tax if the distribution of this
income will be required in the reasonably near future. This is
particularly true where the income of the sole stockholder is not
likely to decrease materially in the next succeeding years. An
exception is to be noted, however, if the income of the sole stock
holder is abnormally high in the current year by reason of non
recurrent profits or otherwise. Here an advantage may be
derived by withholding all the corporate earnings. For example:
A person has taxable net income of $70,000, of which $50,000
represents a non-recurrent profit. The corporation of which he is
the sole stockholder has estimated earnings for the year of $20,000,
and it is predictable, with reasonable certainty, that this income
will not be increased materially during the next two years. It is
assumed further that the corporation can show beyond question
that the profits have not been accumulated beyond the reason
able needs of the business, and thus will not be subject to the
tax on unreasonable accumulation of surplus. In these circum
stances it will be advantageous for the corporation to withhold
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from distribution all its current earnings and to pay the corporate
surtax thereon because the aggregate surtax where all the earnings
are withheld will be only 20½ per cent. of the adjusted net income
and the distribution of the earnings would involve tax to the
individual taxpayer at a substantially higher rate.
These conclusions are inescapable, because each year stands
alone. Once the corporate surtax on undistributed profits is paid
on withheld income, no further levies are assessable until taxable
dividends are received by the stockholder. Likewise, no question
of unreasonable accumulation of surplus as to any later year will
arise in respect to this particular income; the penalty tax on such
accumulations applies only to current earnings. It is to be
observed further that if the personal exigencies of the owner re
quire the distribution of the withheld earnings at a later date, the
dividend payments can probably be arranged in such a manner as to
involve a smaller tax in the aggregate than would be payable if the
corporate earnings were distributed in the year of accumulation.
These conclusions do not depend upon the continuance, modifi
cation or repeal of the corporate tax on undistributed profits. In
the event that the tax is eliminated, the advantage is obvious,
but no difference in principle will be presented if the act is
retained in its present or modified form. The important factor
to which thought must be given in considering the subject from a
long-range viewpoint is the penalty tax on improper accumula
tions of surplus, rather than the tax under discussion. These
considerations, however, are not applicable to personal holding
companies, which, in addition to the corporate surtax on undivided
profits, are subject to a special form of taxation under section 351
of the act.
The principles developed in the foregoing discussion are relevant
to privately-owned corporations with a few majority stockholders
and minority stockholders whose holdings are unimportant, but
it may be advisable in such instances to protect the equities of the
minority stockholders through the medium of salary and bonus
adjustments or stock purchases.
Let us now consider the case of privately-owned operating com
panies in which accumulations are subject to attack by the taxing
authorities on the ground that the requirements of the business
do not demand them. In such cases the tax on unreasonable
accumulations of surplus is levied at the rate of 15 per cent. of the
amount of retained net income not in excess of $100,000, plus 25
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per cent. of the retained net income in excess of $100,000 * in ad
dition to the normal tax and the surtax on undistributed profits.
Rare instances will be found in which the combined undistrib
uted-profits tax and surtax on unreasonable accumulations of
surplus will be less than the effective surtax rate in the highest
brackets upon the individual stockholder. In general, however,
corporations which are not able to overcome the presumption that
earnings are withheld to prevent the imposition of the surtax
upon shareholders will find it advisable to distribute all or the
major portion of their current earnings before the close of the
year. Border-line cases will of course require careful analysis.
Publicly-owned companies. Corporations whose stock is listed
on an exchange or traded “over the counter” must approach the
problems incident to the tax on undistributed profits from a
standpoint differing from that outlined above. It may be
assumed that many of the stockholders of a corporation whose
stock is widely distributed are not subject to federal and state
income-tax rates except in the lowest brackets; as a rule the man
agement of such a corporation does not possess the means to
secure accurate information with respect to the individual tax
problems of its stockholders. The principal duty of the manage
ment is to determine the tax problem of the company with regard
to the success of the corporation as a business venture. At the
same time it has a duty to consider the interests of all stock
holders.
It will be found that the effective rates of corporate surtax
where 15 per cent. or 20 per cent. of the adjusted net income is
retained are 8.67 per cent. and 9½ per cent. respectively. The
federal income-tax rate applicable to the first additions to income
over $6,000, assuming a personal exemption of $2,500, is 9 per
cent. Thus, unless the management can determine with rea
sonable accuracy that the respective taxable net incomes of the
majority of its stockholders are somewhat higher than $8,500,
there appears to be little justification from a tax standpoint for
withholding more than 20 per cent. of net earnings from distribu
tion, even though this course will be detrimental to the interests
of a few stockholders. The rank and file of the shareholders will
be better off if at least 80 per cent. of the earnings are distributed.
* The term “retained net income" as used in section 102 of the statute means taxable net
income less the sum of certain non-deductible taxes, contributions and losses, and the dividends
paid credit provided in sections 26 (c) and 27 of the statute.
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Dividends
The revenue act of 1936 is the first federal tax law enacted since
the ratification of the sixteenth amendment to include dividends
in the measure of net income subject to normal tax. Under prior
federal laws, dividends received by individual taxpayers were sub
ject only to the surtax, on the principle that the imposition of a
normal tax on income already subjected to a like tax in the hands
of the distributing corporation would constitute double taxation.
Several important changes are made in the new law in the def
inition of taxable distributions by corporations. Formerly
dividends were not treated as taxable income until accumulated
deficits incurred after March 1, 1913, had been completely offset
by subsequent earnings. Under the 1936 act, however, the fact
that there is an operating deficit at the beginning of the year is
disregarded; dividends paid during the year are taxable to the
extent of the profits of the entire current taxable year, notwith
standing that such earnings may not have been realized at the
date of the declaration of dividends.
*
Year-end dividends
The practical effect of the provision in the new regulations that
the dividends-paid credit is not allowable unless cheques are mailed
to reach stockholders before the close of the fiscal year ** will be to
force most corporations to distribute year-end dividends well be
fore the end of the calendar or fiscal year. However, taxpayers
on the cash basis who do not receive such distributions at their
registered address on or before December 31st are not required to
report such taxable income in the earlier year, because the basic
law governing the receipt of dividends remains unchanged.

Source of distributions
Taxpayers who receive distributions which are stated to repre
sent taxable dividends in part and in part a return of capital
should include in taxable income the amount stated to be taxable.
Where the taxpayer’s share of such a distribution is large, he
should follow subsequent developments with respect to the tax
liability of the distributing corporation. The commissioner’s
review of the corporation’s return might result in the reduction of
the dividends-paid credit, which would give rise to a correspond
* Rev. act of 1936, sec. 115 (a).
**T. D. 4674, supra, art. 27-1 (b).
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ing refund of income taxes paid by the taxpayer if a timely re
fund claim were filed.

Distributions in liquidation
An inequity which existed in the revenue act of 1934 has been
corrected in the new law. Formerly taxpayers were denied the
right to apply the capital-gain percentages in the case of gains from
distributions in liquidation, although they were required to limit
deductible losses on liquidation distributions by the application of
such percentages. Under the new law the holding period per
centages are applicable to gains as well as to losses.
*
But the
relief is extended only in the case of amounts distributed in com
plete liquidation. Amounts distributed in partial liquidation are
applied against the cost basis of the stock until it is recovered,
and any subsequent distributions are taxable fully without ap
plication of the percentage limitations.

Stock dividends
Until the enactment of the 1936 act, all revenue acts adopted
since the supreme court decisions in 1918 1 and 1920,2 which held
the taxation of stock dividends to be unconstitutional on the
ground that they did not constitute taxable income, have con
tained an express provision exempting all stock dividends from
taxation. In the early part of 1936, however, the supreme court
enunciated in the Koshland case3 a new rule with respect to a
certain type of stock dividend which has led to an important
change in the law. New distributions to shareholders in stock or
stock rights are treated under the 1936 act as dividends to the
extent that such distributions constitute income to the share
holder within the meaning of the sixteenth amendment.4 The
regulations of the treasury department, interpreting this provision
of the law, deal with comparatively simple cases;5 they contain
no indication of the position of the treasury department with re
spect to distributions of a more doubtful character.
The Koshland decision dealt with a situation in which common
stock dividends were distributed to the holders of the company’s
preferred stock. It is clear that the relative equities of the two
* Rev. act of 1936, sec. 115 (c).
1 Towne v. Eisner, 245 U. S. 418.
2 Eisner v. Macomber, 252 U. S. 189.
3 Koshland v. Helvering, 565, S. Ct. 767.
4 Rev. act of 1936, sec. 115 (f) (1).
5 T. D. 4674, supra, art. 115-3.
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classes of stockholders were changed by the declaration of such a
dividend, for the preferred stockholders had a greater interest in
the corporation than before the declaration, and the equities of
the common stockholders were correspondingly reduced. Here
the reasoning of the supreme court in the earlier stock dividend
cases is not applicable because there was a definite change in
equities and not a mere change in the form of pre-existing propor
tionate interests.
Contrary to the view frequently expressed, the Koshland de
cision does not settle the status of various other forms of stock
dividend distributions; uncertainties will remain until final judi
cial determination. It is pertinent to quote the following excerpt
from the Koshland case:

“Under our decisions the payment of a dividend of new com
mon shares, conferring no different rights or interest than on the
old—the new certificates plus the old, representing the same
proportionate interest in the net assets of the corporation as did
the old—does not constitute the receipt of income by the
stockholder. On the other hand, where a stock dividend gives
the stockholder an interest different from that which his former
stockholdings represented, he receives income. The latter type
of dividend is taxable as income under the sixteenth amend
ment.”

What, then, are the types of stock dividends which create a
proportionate interest different from that which the stockholder
had before? The more general types of distribution are:
(1) Dividends in common stock paid to common stockholders.
These are clearly tax-exempt, regardless of whether any other
type of stock is outstanding.
(2) Dividends paid to common stockholders in another form
of stock where only common stock was outstanding before the
dividend distribution. It seems clear that such a distribution
does not change the proportionate equities of the stockholder in
any way. However, the supreme court in the Koshland decision
appears to attach weight to the issuance of a different type of
stock, and it may be held that such a distribution gives the stock
holder an interest sufficiently different to justify the taxation of
the dividend.
(3) Dividends paid to common stockholders in preferred stock,
where preferred stock with the same rights is outstanding before
the declaration. This distribution appears to constitute a taxable
dividend.
(4) Distributions to common stockholders in a new type of
stock junior to outstanding preferred stock. Such distributions
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appear to fall within the same category as dividends paid to
common stockholders in another form of stock where, at the time
of the declaration, there is but one class of shares. They appear
to be tax-exempt.
(5) Distributions to preferred stockholders of a new class of
stock junior to preferred stock but senior to the common stock.
This situation seems to be covered by the Koshland decision;
hence these dividends would be taxable.
(6) Dividends payable to preferred stockholders in preferred
stock of the same class. Such dividends are probably taxable
because they change the equities of the preferred stockholders and
the common stockholders. An exception may possibly be found
in the case of such distributions paid to satisfy arrears in cumula
tive dividends, because the additional equity of the preferred
stockholders to the extent of the existing delinquency has already
been established before the declaration of the dividend. Conse
quently, the only change brought about by the declaration of the
dividend is an increase in the equity of the preferred stockholders
in subsequent dividend participation. Although this change may
be considered by the courts to be of such minor importance that it
will be ignored, it seems probable that a dividend of this character
would be held taxable.
(7) Dividends payable to preferred shareholders in common
stock are taxable, as decided in the Koshland case.

It is well to restate that uncertainty will continue with respect
to the status of all dividends distributed in the stock of the divi
dend paying corporation until final judicial determination of these
questions, except in the case of common stock dividends payable
to the shareholders of common stock, which are definitely tax
exempt, and common stock dividends paid to the shareholders of
preferred stock, which are definitely taxable.

Stock rights
The receipt of stock rights does not involve taxable income
where there is only one class of stock outstanding at the date of
the issuance of the rights, but there has been no judicial deter
mination of the status of stock rights where more than one class
of stock is outstanding at the time of their declaration.
On the basis of the reasoning followed in the Koshland case, the
issuance to preferred stockholders of rights to buy common stock
will represent taxable income to the extent of the fair market
value of the rights at the time of their issuance. As in the case
of stock dividends, however, the status of other types of rights
will remain in doubt until passed upon by the courts.
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Rights to subscribe to other property
Occasionally stock rights are declared which permit stockhold
ers to subscribe to marketable securities, or other assets owned by
a corporation, at a figure below market value. It is clear that the
fair market value of the rights at the date of their issuance con
stitutes taxable income to the shareholders.
Dividends paid in corporate obligations other than stock
There appears to be no doubt that the effect of section 115 (a)
of the 1936 act is to treat as taxable income dividends paid in
bonds, notes or other obligations of the issuing corporation.
Moreover, section 27 (d) of the act, which provides for a divi
dends-paid credit in such cases, inferentially supports this view.
In any event, it seems certain that there is no constitutional
prohibition against the taxation of this type of distribution.
Here the fair market value of the notes or other obligations at the
date of issuance will constitute taxable income in the hands of the
shareholders.
Most corporation executives will take steps to establish the
parity of corporate obligations issued in this manner. If doubts
exist they will advise stockholders of their individual rights. It
is suggested, however, that where doubts are encountered, it will
be advisable for shareholders to report in their original returns
taxable income corresponding to the dividends-paid credit claimed
by the corporation, and to follow closely subsequent developments
with the view to filing timely refund claims if any portion of the
distribution is later held to be non-taxable.

Election of shareholders as to medium of payment
Frequently the declaration of optional dividends will be the
best solution of the problem of corporations which are not able to
pay the entire distribution in cash; hence the procedure to be
followed by stockholders in such cases becomes important. The
owners of small blocks of stock will doubtless prefer generally to
elect to receive cash dividends. Shareholders with more sub
stantial interests in a corporation will probably be urged by the
management to accept dividends in another form. The amount
of taxable income reportable by the shareholder who elects to
accept stock may be presumed in most cases to be the equivalent of
the amount per share payable in cash, because it is the duty of the
directors to make a substantially equal distribution to all stock
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holders. The very fact that some of the stockholders elect to
receive cash and others stock appears to be prima-facie evidence
that the two distributions are of equal value. In exceptional
cases, however, the optional dividend stock may be traded in on
the open market immediately after the distribution at a figure
far below its issuing price. Here the amount to be reported
as a taxable dividend will be uncertain. As a practical matter,
however, it would appear to be advisable for stockholders to report
taxable income based on the optional cash offer, and to await de
velopments with a view to the possible filing of refund claims. If
the amount of the distribution to an individual stockholder is
large, he should, as a matter of precaution, determine that a rea
sonable amount of the total distribution represents the exercise of
cash options, for if all the stockholders elect to take stock a pos
sibility exists that the distribution will later be held non-taxable.
Like considerations are applicable to an optional dividend pay
able in cash or in notes according to the election of the share
holders.
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